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section 401(c)(3) and paragraph (d) of
§ 1.401–10;

(3) The term ‘‘earned income’’ means
earned income as defined in section
401(c)(2) and paragraph (c) of § 1.401–10;
and

(4) The term ‘‘retirement bond’’
means a United States Retirement
Plan Bond, as described in section
405(b) and Treasury Department Cir-
cular, Public Debt Series—No. 1–63.

[T.D. 6675, 28 FR 10131, Sept. 17, 1963, as
amended by T.D. 7748, 46 FR 1697, Jan. 7, 1981]

§ 1.405–2 Deduction of contributions to
qualified bond purchase plans.

(a) In general. An employer shall be
allowed a deduction for contributions
paid to or under a qualified bond pur-
chase plan in the same manner and to
the same extent as if such contribu-
tions were made to a trust described in
section 401(a) which is exempt from tax
under section 501(a). A deduction will
be allowed only for the taxable year in
which the contributions are paid, or
treated as paid, except as provided by
section 404(a) (1), (3), and (7). For pur-
poses of the deduction, a contribution
is paid at the time the application for
the bond is made and the full purchase
price paid.

(b) Rules for applying section 404. If a
qualified bond purchase plan is de-
signed as a pension plan as defined in
paragraph (b)(1)(i) of § 1.401–1, the limi-
tations of section 404 applicable to
qualified pension trusts shall apply.
See §§ 1.404(a)–3 through 1.404(a)–7.
Similarly, if a qualified bond purchase
plan is designed as a profit-sharing
plan as defined in paragraph (b)(1)(ii) of
§ 1.401–1, the limitations of section 404
applicable to qualified profit-sharing
trusts shall apply. See §§ 1.404(a)–9 and
1.404(a)–10. In addition, if a qualified
bond purchase plan designed as a pen-
sion plan covers some or all of the em-
ployees who are covered by a qualified
profit-sharing plan established and
maintained by the same employer, or if
a qualified bond purchase plan which is
designed as a profit-sharing plan covers
some or all the employees who are also
covered by a qualified pension or annu-
ity plan established and maintained by
the same employer, section 404(a)(7) is
applicable. See § 1.404(a)–(13). Further-
more, if a qualified bond purchase plan

covers employees some or all of whom
are employees within the meaning of
section 401(c)(1), the provisions of sec-
tion 404(a) (8), (9), and (10) and 404(e)
shall also apply.

(c) Accrual method taxpayers. In the
case of a taxpayer using the accrual
method of accounting, a contribution
to a qualified bond purchase plan will
be deemed paid on the last day of the
year of accrual if—

(1) During the taxable year of accrual
the taxpayer incurs a liability to make
the contribution, the amount of which
is accruable under section 461 for such
taxable year, and

(2) Payment is in fact made no later
than the time prescribed by the law for
filing the return for the taxable year of
accrual (including extensions thereof).

[T.D. 6675, 28 FR 10131, Sept. 17, 1963]

§ 1.405–3 Taxation of retirement bonds.

(a) In general. (1) As in the case of
employer contributions under a quali-
fied pension, annuity, profit-sharing, or
stock bonus plan, employer contribu-
tions on behalf of his common-law em-
ployees under a qualified bond pur-
chase plan are not includible in the
gross income of the employees when
made, and employer contributions on
behalf of self-employed individuals are
deductible as provided in section 405(c)
and § 1.405–2. Further, an employee or
his beneficiary does not realize gross
income upon the receipt of a retire-
ment bond pursuant to a qualified bond
purchase plan or from a trust described
in section 401(a) which is exempt from
tax under section 501(a). Upon redemp-
tion of such a bond, ordinary income
will be realized to the extent the pro-
ceeds thereof exceed the basis (deter-
mined in accordance with paragraph (b)
of this section) of the bond. The pro-
ceeds of a retirement bond are not enti-
tled to the special tax treatment of
section 72(n) and § 1.72–18.

(2) In the event a retirement bond is
surrendered for partial redemption and
reissuance of the remainder, the person
surrendering the bond shall be taxable
on the proceeds received to the extent
such proceeds exceed the basis in the
portion redeemed. In such case, the
basis shall be determined (in accord-
ance with paragraph (b) of this section)
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as if the portion redeemed and the por-
tion reissued had been issued as sepa-
rate bonds.

(3) In the event a retirement bond is
redeemed after the death of the reg-
istered owner, the amount taxable (as
determined in accordance with sub-
paragraph (1) of this paragraph) is in-
come in respect of a decedent under
section 691.

(4) The provisions of section 402(a)(2)
are not applicable to a retirement
bond. In general, section 402(a)(2) pro-
vides for capital gains treatment of
certain distributions from a qualified
trust which constitute the total dis-
tributions payable with respect to any
employee. The proceeds of a retirement
bond received upon redemption will not
be entitled to such capital gain treat-
ment even though the bond is received
as a part of, or as the whole of, such a
total distribution. Nor will such a bond
be taken into consideration in deter-
mining whether the distribution rep-
resents the total amount payable by
the trust with respect to an employee.
Thus, a distribution by a qualified
trust may constitute a total distribu-
tion payable with respect to an em-
ployee for purposes of section 402(a)(2)
even though the trust retains retire-
ment bonds registered in the name of
such employee.

(b) Basis. (1) This paragraph is appli-
cable in determining the basis of any
retirement bond distributed pursuant
to a qualified bond purchase plan or
distributed by a trust qualifying under
section 401. In the case of such a bond
purchased for an individual at the time
he is a common-law employee, the
basis is that portion of the purchase
price attributable to employee con-
tributions. In the case of such a bond
purchased for an individual at the time
he is a self-employed individual, the
basis shall be determined under sub-
paragraph (3) of this paragraph.

(2) At the time a retirement bond is
purchased, there shall be indicated on
the application for the retirement bond
whether the individual for whom the
retirement bond is purchased is a com-
mon-law employee or a self-employed
individual, and in the case of common-
law employees the amount of the pur-
chase price, if any, attributable to the
employee’s contribution. The answers

to these questions will appear on the
retirement bond, and when the retire-
ment bond is purchased for a common-
law employee, the basis for the retire-
ment bond is presumed to be the
amount of the purchase price which the
retirement bond indicates was contrib-
uted by the employee.

(3)(i) Except as provided in subdivi-
sion (ii) of this subparagraph, for pur-
poses of determining the basis of re-
tirement bonds purchased for an indi-
vidual while he was a self-employed in-
dividual, all such bonds redeemed dur-
ing a taxable year shall be considered
in the aggregate as a single retirement
bond. The basis of such retirement
bonds shall be the difference between
the aggregate of their face amounts
and the lesser of:

(A)1 One-half the aggregate of their
face amounts, or

(B) The aggregate of the unused
amounts allowed as a deduction at the
end of the taxable year (as determined
in subparagraph (4) of this paragraph).

(ii) The basis of a retirement bond
purchased for a self-employed indi-
vidual which is redeemed after his
death is the amount determined by
multiplying the face amount of such
retirement bond by a fraction—

(A) The numerator of which is the ag-
gregate of the face amounts of all the
bonds registered in the individual’s
name at his death which were pur-
chased while he was a self-employed in-
dividual reduced by the aggregate of
the unused amounts allowed as a de-
duction at his death (as determined in
subparagraph (4) of this paragraph),
and

(B) The denominator of which is the
aggregate of the face amounts of all
such bonds.

(4)(i) In the case of retirement bonds
purchased under a qualified bond pur-
chase plan, the aggregate of the unused
amounts allowed as a deduction at the
end of any taxable year shall be an
amount equal to the total of the
amounts allowable for such taxable
year, and the amounts allowed in all
prior taxable years, as a deduction
under section 405(c) for contributions
used to purchase retirement bonds for
the registered owner while he was a
self-employed individual, reduced by an
amount equal to the portion of the face
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amounts of such retirement bonds re-
deemed in prior taxable years which
were included in the registered owner’s
gross income.

(ii) In the case of retirement bonds
purchased by a trust described in sec-
tion 401(a) and exempt under section
501(a), there shall be allocated to the
retirement bond the deduction under
section 404 attributable to the con-
tributions used to purchase the retire-
ment bond. The amount so allocated
shall be treated in the same manner as
the deduction allowed under section
405(c) for purposes of computing the
unused amounts allowed as a deduction
under subdivision (i) of this subpara-
graph. Further, the amount so allo-
cated shall not be included in the in-
vestment in the contract for purposes
of section 72 in determining the portion
of the other assets distributed by the
trust included in gross income.

(5) The application of the rule of sub-
paragraphs (3) and (4) of this paragraph
may be illustrated by the following ex-
amples:

Example (1). B, a self-employed individual,
adopts a qualified bond purchase plan in 1963.
During 1963 the plan purchased $2,000 worth
of retirement bonds in his name. As a result
of overestimating his income for 1963, only
$400 was allowed B as a deduction pursuant
to section 405(c). In 1964, prior to B’s retire-
ment in June of that year, the plan pur-
chased a $500 retirement bond in B’s name
for which a deduction was allowable pursu-
ant to section 405(c) in the amount of $250. B
redeemed a retirement bond with a face
amount of $500 in September of 1964 and an-
other with a face amount of $500 in October
of 1964. Of the proceeds received in 1964 from
the redemption of the bonds, $1,000 plus in-
terest, B shall exclude from his gross income
$500 (face amount of the retirement bonds,
$1,000, less $500, one-half of the face amount,
the latter being less than the aggregate of
the unused amounts allowed as a deduction,
$250 allowable for the taxable year in which
the bonds were redeemed plus $400, the un-
used amounts allowed in prior taxable years,
or $650). The aggregate of the unused
amounts allowed as a deduction shall be re-
duced by the amount so excluded
($650¥$500=$150). During the following year,
B redeems another retirement bond with a
face amount of $500. Of the proceeds received
from the redemption of such retirement
bond, $500 plus interest, B shall exclude from
his gross income $350 (face amount of the re-
tirement bonds, $500, less $150, the aggregate
of the unused amounts allowed as a deduc-
tion, the latter being less than one-half of

the face amount of the bond, $250). The ag-
gregate of the unused amounts allowed as a
deduction is reduced to zero ($150¥$150=0).
Upon redemption of the remaining retire-
ment bonds registered in B’s name, B shall
exclude from his gross income with respect
to such proceeds an amount equal to the face
amounts of the bonds redeemed.

Example (2). C, a self-employed individual,
participated in a qualified bond purchase
plan during the years 1963 through 1966. The
plan purchased in his name retirement bonds
in the aggregate of $10,000. C deducted $4,000
from his gross income for the four years
($1,000 for each year) with respect to the pur-
chase of such retirement bonds. C retired in
December of 1966 and during the following
year redeemed one retirement bond with a
face amount of $1,000. C excluded from his
gross income $500 of the proceeds of the
bond. C died without redeeming any of the
remaining retirement bonds registered in his
name. The basis of each remaining retire-
ment bond shall be determined by multi-
plying the face amount of each retirement
bond by $5,500÷$9,000. The numerator is the
aggregate of the face amounts registered in
C’s name (as a self-employed individual) at
his death, $9,000, reduced by the aggregate of
the unused amounts allowed as a deduction
at his death, $3,500 (amounts allowed as a de-
duction under section 405(c), $4,000, reduced
by the portion of the face amount of the re-
tirement bond redeemed by C which was in-
cluded in C’s gross income, $500), or $5,500.
The denominator is the face amount of the
retirement bonds registered in his name as a
self-employed individual at his death, $9,000.

[T.D. 6675, 28 FR 10131, Sept. 17, 1963]

§ 1.406–1 Treatment of certain employ-
ees of foreign subsidiaries as em-
ployees of the domestic corpora-
tion.

(a) Scope—(1) General rule. For pur-
poses of applying the rules in part 1 of
subchapter D of chapter 1 of subtitle A
of the Code and the regulations there-
under with respect to a pension, profit-
sharing, or stock bonus plan described
in section 401(a), an annuity plan de-
scribed in section 403(a), or a bond pur-
chase plan described in section 405(a),
of a domestic corporation, an indi-
vidual who is a citizen of the United
States and who is an employee of a for-
eign subsidiary (as defined in section
3121(1)(8) and the regulations there-
under) of such domestic corporation
shall be treated as an employee of such
domestic corporation if the require-
ments of paragraph (b) of this section
are satisfied.
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